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THE SELF-EMPLOYED INDIVIDUALS
TAX RETIREMENT ACT OF 1962"
Ernest 0. Wood"
In the beginning it was heard as a mere rumbling on the skyline. But
through the years the sound increased-fading to almost a whisper
at times, but then returning against the ear-until at long last on
October 10, 1962, with an anguished cry, almost lost in the pandemonium created by the birth of other tax laws, it was enacted as the
Self-Employed Individuals Tax Retirement Act of 1962.
It all began as a matter of envy. The self-employed person watched
with envy as the taxing statute conferred upon the employee a valuable tax differential in the form of the qualified pension or profit-sharing plan. The device offered the advantage of deferring compensation
until the employee's retirement years which, presumably, are lower
tax bracket years, coupled with tax-free earnings in the retirement
fund and the possibility of capital gain rates on the ultimate pay-out
of the employer's contribution and the fund increment. No such differential existed for the self-employed. The tax law extended the
qualified plan only to a bona fide employee.
Envy motivates. In this case it motivated groups of the selfemployed to seek remedial legislation which would permit them to
claim a measure of the harvest.
After several abortive attempts to produce a reasonable plan, the
original Keogh-Reed Bill was introduced during the first session of
the 82nd Congress in 1951. No consideration was given to the bill
during 1951, but in 1952 the House Ways and Means Committee held
public hearings on the bill. The Treasury Department gave stony opposition. The bill died through inaction. The idea lived on, however,
and grew stronger as it found itself an issue in the 1952 Presidential
campaign. In 1953 it reappeared under the name of the Jenkins*This article was written prior to the issuance of any interpretative regulations or rulings by the Commissioner of Internal Revenue. The author anticipated
that such regulations and rulings would clarify a number of the problems raised
herein.
**B. S. University of Rhode Island; Certified Public Accountant (Pennsylvania and Massachusetts); Member, Pennsylvania Institute of Certified Public
Accountants and American Institute of Certified Public Accountants; Chairman
of the Committee on Taxation of the Pennsylvania Institute. Firm, Arthur
Young & Company, Pittsburgh, Pennsylvania.
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Keogh Bill, at which time it was first designated as H.R. 10. It tenaciously appeared again when the 84th Congress opened. Hearings
were held in 1955 in the Ways and Means Committee. While the bill
did not survive that session, two milestones were passed. The Committee tentatively approved the bill and, during the public hearings,
the Treasury Department met the bill with a bleak smile where no
smile had been in evidence previously. In 1958, a revised JenkinsKeogh Bill passed the House but failed to receive action in the Senate
before Congress adjourned.
The tortuous journey was resumed in 1959 under the banner of the
Keogh-Simpson Bill, which in that year passed the House. In 1960 the
Senate Finance Committee favorably reported H.R. 10; the bill, however, had been substantially modified to reflect a Treasury Department
alternative plan. The taste of defeat once more was pressed to the
lips of the proponents of H.R. 10. The 87th Session, however, lay just
ahead. When the story of the 87th Congress is written, it will be replete with cliff hangers. H.R. 10 hung on with the others and eventually
crawled over the edge.
The bill which was finally passed was a far cry from the original
Keogh-Reed Bill. That was a relatively simple affair. The final product,
based to a large degree on the Treasury Department proposal of 1960,
is a complex superimposition of tax relief for the self-employed upon
the even more complex structure of the statutory rules relating to
employees' qualified pension and profit-sharing plans. In general, the
self-employed person who wishes to benefit from H.R. 10 must meet
the usual requirements set forth for a qualified plan and, in addition,
the requirements of the new law directed specifically at the self-employed person.
Because of the necessity for qualifying under the established rules
as well as the new rules, a short review of the pre-existing principles
underlying qualified retirement plans seems appropriate.

TYPES OF QUALIFIED PLANS
Pension plan
A pension plan is a plan established and maintained by an employer
primarily to provide systematically for the payment of definitely determinable benefits to employees over a period of years, usually for
life, after retirement. Neither the benefits nor the contributions are
determined by reference to profits. Benefits are generally measured
by years of service and compensation. Contributions are based on the
cost of the benefits.'
1.

Treas. Reg. § 1.401-1(b) (1) (1) (1960).
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Profit-sharing plan
A profit-sharing plan is a plan which is established and maintained to
enable employees or their beneficiaries to participate in the profits of
the employer's trade or business, pursuant to a definite formula for
allocating the contributions and for distributing the funds accumulated
under the plan. Distribution must be provided after a fixed number of
years, the attainment of a stated age, or upon the occurrence of some
event, such as layoff, illness, disability, retirement, death, or severance
of employment. 2 A definite and predetermined formula for determining the profits to be shared is not required in the plan.3
Stock bonus plan
A stock bonus plan is a plan established and maintained by an employer to provide benefits similar to those of a profit-sharing plan except that deductible contributions by the employer are not necessarily
dependent upon the existence of profits or surplus and the benefits are
distributable in the stock of the employer company. For the purpose of
allocating and distributing the stock of the employer, a stock bonus
plan is subject to the same requirements as a profit-sharing plan. 4
REQUIREMENTS FOR QUALIFICATION
A trust created or organized in the United States and forming all or a
part of a pension, profit-sharing, or stock bonus plan is exempt from
income taxes if certain conditions are met concerning the following:
Benefits
The first condition to be met is that contributions must be made to the
trust by the employer, or employees, or both, the corpus and income
of the fund accumulated by the trust must be distributed to the employees or their beneficiaries, and the retirement plan must be for
their exclusive benefit. 5
Diversion of funds
The second condition to be met is that it must be impossible under
the trust for the funds to be diverted to any other purpose until all
the liabilities under the plan to the employees or their beneficiaries
have been satisfied.6
2. Treas. Reg. § 1.401-1(b) (1) (ii) (1960).
3. Lincoln Electric Co. Profit-Sharing Trust v. Commissioner, 190 F.2d 326
(6th Cir. 1951).
4. Treas. Reg. § 1.401-1 (b) (1) (iii) (1960).
5. INT. REV. CODE of 1954, § 401 (a) (1).
6.

INT. REV. CODE of 1954, § 401(a) (2).
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In the case of a pension trust, after all liabilities under the plan are
satisfied, the employer may recover any remaining surplus provided
such surplus is the result of an erroneous actuarial computation. Allocations under profit-sharing and stock bonus plans are not based on
amounts necessary to provide stipulated retirement benefits and, consequently, there can be no erroneous actuarial computation and thus
7
no recovery.
Coverage
The third condition to be met is that the plan must benefit (a) 70% or
more of all employees, (b) 80% of all eligible employees if 70% or
more of all employees are eligible, or (c) a classification set up by the
employer which is found by the Commissioner not to discriminate in
favor of officers, shareholders, supervisory employees or highly paid
employees. 8
In applying the percentage requirements, the term "employees"
refers to active employees, including those temporarily on leave, as
with the Armed Forces (but only if they are eligible under the plan).
The term includes officers. The following classes of individuals, however, need not be counted as employees:
1.

New employees - persons who have not been employed
the minimum period prescribed by the plan, which period
cannot exceed 5 years.

2.

Part-time employees - persons whose customary employment is for not more than 20 hours in one week.

3.

Seasonal employees - persons whose customary employment is for not more than 5 months in any calendar
year.

Discrimination
The final requirement is that the contributions and benefits must not
discriminate in favor of officers, stockholders, supervisory or highly
compensated employees. Variations in contributions or benefits are
permitted so long as the plan, viewed as a whole for the benefit of
employees in general, does not discriminate in favor of the enumerated
classes. 9
A classification is not discriminatory merely because: 1 0
1.

It excludes employees the whole of whose compensation
is subject to social security.

7. Rev. Rul. 61-157, Part 3(e), 1961-2 Cum. Bull. 67, 79.
8. INT. REV. CODE of 1954, § 401(a) (3).
9. INT. REV. CODE of 1954, § 401(a) (4).
10. INT. REV. CODE of 1954, § 401(a) (5).
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2.

It is limited to salaried or clerical employees.

3.

Contributions or benefits are graduated according to
total compensation, or basic or regular rates of compensation.

4.

The contributions or benefits based on that part of the
compensation subject to social security taxes differ from
the compensation contributions or benefits based on compensation in excess of that amount.

5.

The contributions or benefits differ because of retirement
benefits created under state or federal law.

The plan may limit participation to employees who work in one or
more designated departments, or to employees who have attained a
certain age, or to employees who have been employed a specific number of years, or to any other classification of employees, provided the
effect of the limitation is not to discriminate in favor of officers, shareholders, supervisory employees, or highly paid employees. The plan
may be contributory or non-contributory, but if it is contributory, the
mandatory contribution cannot be so burdensome as to make the plan
acceptable only to the highly paid employees.' 1 The Internal Revenue
Service will consider compulsory employee contributions up to 6% of
compensation as not burdensome. 1 2 The plan may provide for voluntary contributions by employees of up to 10% of their compensation,
provided the employer's contributions or benefits are not geared to
employee contributions. 1 3 A pension plan or profit-sharing plan may
be "integrated" with social security. 14
Qualified retirement plans may provide for immediate and complete
vesting, for complete vesting after a period of years of service, for
varying percentages of vesting after specified periods of service, and,
with respect to pension plans, for complete forfeiture upon severance
before retirement age. Whether the vesting provision results in discrimination depends upon the facts of the case.' 5
Nontrusteed annuity plans must adhere to the coverage and discrimination requirements.
TAXABILITY OF BENEFITS
The participants in an exempt employees' trust are not taxed on
amounts contributed to the trust by the employer.. Neither is the
exempt trust taxed on amounts earned on amounts contributed to it
11.
12.
13.
14.
15.

Treas. Reg. § 1.401-3(d) (1960).
Rev. Rul. 61-157, Part 4(g), 1961-2 Cum. Bull. 67, 82.
Rev. Rul. 61-157, Part 4(h), 1961-2 Cum. Bull. 67, 83.
Rev. Rul. 61-157, Part 4(j), 1961-2 Cum. Bull. 67, 83.
Rev. Rul. 61-157, Part 5(c), 1961-2 Cum. Bull. 67, 87.
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by the employer or the employees. When amounts are distributed to
the employee, or to his beneficiary, the amounts so distributed are
taxed in the year received under the federal income tax annuity rules
of section 72.16 An exception to this rule exists in the case of a lumpsum distribution because of an employees' death or other separation
from service, or on account of his death after separation from employment. In this situation, the lump-sum distribution may be treated
by the recipient as the proceeds from the sale of a capital asset held for
more than six months. ' 7 If property other than cash is distributed,
the taxable income resulting from the distribution is determined with
reference to the fair market value of such property. This rule contains an exception in the case where capital stock in the employercorporation is distributed.
Under a qualified nontrusteed annuity plan, a beneficiary is not taxed
on amounts contributed by the employer under the plan. Neither is he
taxed when the annuity contract is distributed to him. He is taxed,
under the annuity rules, when payments are received under the contract.' 8 A lump-sum distribution under an annuity contract may be
treated as a capital gain under certain circumstances.' 9
DEDUCTION FOR EMPLOYER'S CONTRIBUTION
As a general rule, amounts contributed by an employer under a qualified plan are deductible. 2 0 Pension trust contributions are deductible
for any taxable year, however, only to the extent of 5% of compensation otherwise paid or accrued to participants under the plan, 2 ' or the
amount necessary to accomplish level funding, 2 2 or an amount equal
to the normal cost plus 10 % of the past service cost of the plan. 2 3 The
contribution to a profit-sharing or stock bonus plan for any taxable
year is limited to 15% of the compensation otherwise paid or accrued
to the participants.2 4 Unused contributions may be carried over to
subsequent taxable years.
PROHIBITED TRANSACTIONS
An employees' trust which is exempt under section 401 may lose its
exemption if it engages in a "prohibited transaction." 2 5 While this
16.
17.
18.
19.

INT.
INT.
INT.
INT.

REV.
REV.
REv.
REV.

20.

INT. REV. CODE of 1954, § 404 (a).

21.
22.
23.
24.
25.

INT.
INT.
INT.
INT.
INT.

REV.
REV.
REV.
REV2
REV.

CODE of 1954, § 402(a) (1).
CODE of 1954, § 402(a) (2).
CODE of 1954, § 403(a) (1).
CODE of 1954, § 403(a) (2).
CODE
CODE
CODE
CODE
CODE

of 1954,
of 1954,
of 1954,
of 1954,
of 1954,

§ 404(a) (1) (A).
§ 404(a) (1) (B).
§ 404(a) (1) (C).
§ 404(a) (3) (A).
§ 503(a).
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provision operates independently from the qualification requirements
of section 401 of the Code, it may have an effect upon the latter. The
Commissioner may contend that the trust which enters into one of the
forbidden transactions is not operated for the exclusive benefit of the
employees or their beneficiaries and, therefore, is not exempt under

section 401.2 6
In general, the term "prohibited transaction" refers to a transaction
between the creator of the exempt trust (who is the employer) and the
exempt trust which is not at arm's-length. 2 7 The prohibition not only
covers the creator of the trust but also certain family members and
controlled corporations.
METHODS OF FUNDING
Conventional retirement plans are funded through trusteed plans or
nontrusteed plans.
Under the trusteed plan the employer pays contributions to the
trust, which invests the funds in accordance with the provisions of the
trust agreement. The benefits are paid directly to the employees from
the funds of the trust or the funds are used to purchase annuities for
the employees upon retirement. The pension plan is operated under
the supervision of an actuary. The trustee may be a bank or trust
company or an individual or group of individuals.
Under the nontrusteed plan insurance contracts are used under such
devices as the group annuity plan, the deposit administration plan, the
individual policy plan, or the group permanent plan.
TAX BENEFITS OF THE QUALIFIED PLAN
A qualified retirement plan established for the benefit of employees
and their beneficiaries have the following favorable tax facets:
1.

The employer contribution under the plan is deductible
in the year in which it is made.

2.

The employer contribution is not taxed as income to the
employee when it is made by the employer.

3.

If the retirement plan employs an exempt trust, the earnings of the trust are not taxable to the trust, the employer,
or the employee until distributed to the employee or his beneficiary at which time the recipient will be taxed.

4.

The employee is taxed only in the year or years in which
he receives distribution of benefits from the trust.

26.
27.

Treas. Reg. § 1.503(a)-1 (1960).
INT. REV. CODE of 1954, § 503(c).
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PHILOSOPHY OF H.R. 10
The purpose of the new law is to give to certain self-employed persons
some of the same advantages which have been available to employees
covered by qualified plans. Coverage is extended to the self-employed
by treating them as both employers and employees for retirement plan
purposes, thereby making applicable to them, but with substantial
modification, most of the pre-existing laws, regulations, and rulings
relating to qualified pension, profit-sharing, and stock bonus plans.
The remainder of this article will be an exploration of certain provisions of The Self-Employed Individuals Retirement Act of 1962 insofar
as they modify, supplant, and conflict with pre-existing retirement plan
principles. Particular emphasis will be placed on the qualification provisions. An attempt will not be made to cover all of the facets of the
new law. Many of the mechanical features, readily available in the
tax reporting services, will not be mentioned.
SELF-EMPLOYED INDIVIDUAL DEFINED
In order to participate, a self-employed person must qualify as an
"employee," as that term is defined in the new law. 2 8 In general, the
term includes all individuals who are subject to the social security selfemployment tax. Specifically, the individual must have "earned income" during the year, or would have had "earned income" if his
business had been profitable, or who was qualified as an "employee"
in a prior year. 2 9 The individual may be a sole proprietor or a partner. 3 0 The term "earned income" has considerable importance in that
it is the touchstone by which both eligibility and amount of contribution is determined. It means the net income from a trade or business
which is attributable to personal services rendered by the self-employed
person. Inactive owners who obtain their income entirely from investments cannot participate. 3 ' Certain individuals who are not now covered by social security (doctors, ministers, full time salesmen, etc.)
may nevertheless compute their earned income under the foregoing
32
rules and become eligible as "employees."
Where income is derived from a business in which both capital and
personal services are material income producing factors and the indi28. INT. REV. CODE of 1954, § 401(c), as amended by section 2(3) of the SelfEmployed Individuals Tax Retirement Act of 1962 (hereinafter cited as H.R. 10).
29.

INT. REV. CODE of 1954, § 401(c) (1), as amended by section 2(3) of H.R.

10.
30.
Rep. No.
31.
32.
H.R. 10.

S. Rep. No. 992, 87th Cong., 1st Session (1962)
992).
S. Rep. No. 992.

(hereinafter cited as S.

INT. REV. CODE of 1954, § 401(c) (2) (A), as amended by section 2(3) of
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vidual renders personal service on a full-time or substantially full-time
basis (for example, an owner-operated gasoline station), the term
"earned income" means no more than 30% of the net profits of the
trade or business 3 3 or $2,500, whichever is greater. Where, however,
the net profits are $2,500 or less, "earned income" shall be the entire
net profits. 34 This provision is illustrated in the Senate Finance Committee Report by an example in which an individual has net profits of
$6,000. Under the 30% rule his earned income would be only $1,800
but because he has net profits of at least $2,500, he will be considered
to have received $2,500 of earned income. 3 5 A special rule is applied
to an individual who is engaged in two or more businesses. 3 6 The
$2,500 is to be allocated between such businesses.
Self-employed employees are divided into two classes. An "owneremployee" is one who owns the entire interest in an unincorporated
trade or business, or, in the case of a partnership, is a partner who has
more than a 10% interest in the profits or capital of the partnership. 3 7 The second class is made up entirely of partners who have a
10% or less interest in a partnership. The law was obviously written
with the "owner-employee" in mind. Most of the new stringent rules
apply only to the sole proprietor and the partnership which has one
or more over-10% partners. While some of the rules also apply to
partnerships composed entirely of 10% or less partners, such partners
are more or less set adrift to find their way in the murky waters of
the pre-existing pension rules. 38 Such partners are included, of
course, as employees.
In order to qualify, a retirement plan must be created by an employer. 3 9 To meet this requirement, the new law considers a sole
proprietor to be his own employer as well as his own employee. Likewise a partnership is considered to be the employer of all of its part'40
ners, whether or not any, or all, partners are "owner-employees."
Under this approach, the partnership will have to set up the plan in
which the partners will participate.
If a sole proprietor has no actual employees, he may establish a
41
plan for himself.
33.
34.
H.R. 10.
35.
36.
37.

INT. REV. CODE of 1954, § 911(b).
INT. REV. CODE of 1954, § 401(c) (2) (B), as amended by section 2(3) of
S. Rep. No. 992.
Supra note 34.
INT. Rnv. CODE of 1954, § 401(c) (3),

as amended by section 2(3)

of

S. Rep. No. 992.
INT. REV. CODE of 1954, § 401(a).
INT. REV. CODE of 1954, § 401(c) (4),

as amended by section 2(3)

of

H.R. 10.

38.
39.
40.
H.R. 10.

41.

S. Rep. No. 992.
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QUALIFICATION
Coverage
For a retirement plan which covers an owner-employee, the pre-existing coverage rules are modified to require .that the plan include all
employees who have at least 3 years service, except for employees
hours each week or not
who customarily work for not more than 420
2
more than 5 months in any calendar year.
This modification represents two important changes. In the first
place, under the regular rules the length of service requirement is set
at 5 years as compared with the new special 3 year period. In the
second place, the new rule requires all employees (except the 20-hour
and 5-month employees) to be brought into the plan, whereas under
the pre-existing coverage requirement, the employer has considerable
leeway in classifying his employees as to coverage so long as he does
not discriminate in favor of officers, stockholders, supervisory, or
highly paid employees. These two changes may well cause a substantial
increase in the number of actual employees who are eligible for coverage, and, thereby, increase the cost of providing retirement benefits.
An owner-employee may discover that his hourly union employees
must be included in the pension plan before he can become eligible.
If a sole proprietor has two businesses, he is required to group together both businesses and coalesce them for purposes of determining
43
whether employee coverage is complete.
For example, let us assume that an individual operates a grocery
store in one location and a printing plant in another location. These
are separate businesses with separate employees, yet he cannot have a
retirement plan in which he participates at the grocery store unless
the employees at the printing plant are also covered by a retirement
plan. The requirement does not mean that the two businesses must be
covered by the same plan, but rather, that when the two plans are
theoretically combined into a single plan, such single plan will meet the
necessary requirements.
An individual who is an owner-employee in a business (whether or
not he controls it) and who is also an owner-employee of another business which he controls must establish a retirement plan in his controlled business which will be at least as favorable as to contributions
and benefits as the plan under which he is covered in the first business. 4 4 For example, an individual is a 20% partner in a law partnership which covers him with a retirement plan. He is also the sole
proprietor in a book shop. A retirement plan must be provided for
the employees of the book shop which qualifies under section 401 (a)
42.

INT. REV. CODE of 1954, § 401(d) (3).

43.

INT. REV. CODE of 1954, § 401(d) (a).

44.

INT. REV. CODE of 1954, § 401(d) (10).
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of the Code and which has contributions and benefits comparable, at
least, to the contributions and benefits of the plan of the law partnership.
On the surface the statute appears to provide that the extension of
pension benefits to other businesses of the owner-employee is made
at the time that such owner-employee becomes covered by his own
plan. What of the business which is acquired subsequent to the time
that the owner-employee is settled in his qualified retirement plan? If
future business must also be considered, the present owner-employee
must do his tax planning with the aid of the proverbial crystal ball.
For example, consider the entrepreneur who darts in and out of business ventures from a permanent base which has a self-employed retirement plan. Does he leave behind him in each venture a fully
vested, well covered retirement plan? Will potential joint ventures
consider him a tainted person because he brings with him the coverage
requirement? A thought to ponder indeed.
The term "control," as previously mentioned, means (1) complete
ownership of an unincorporated business, or (2) ownership of more
than 50% of either the capital interest or the profits interest of a partnership by one owner-employee or by two or more owner-employees
together. 4 5 Indirect ownership may also constitute control. If a controlled partnership owns an interest in another partnership, the controlling partners of the first partnership shall be considered as owning
the same interest in the second partnership. The percentage of ownership which the first partnership has in the second partnership apparently is immaterial. In addition, the ownership which is held in the
second partnership can be either direct or indirect. The statute is silent
on what may be meant by an indirect ownership. No reference is made
to any other section of the Internal Revenue Code. Presumably the
Commissioner's regulations will shed some degree of light on this
point.
The definition of "control" is a bit frightening. Take this example:
A and B are equal partners in a small partnership which has three
actual employees. A and B together control the AB partnership.
The AB partnership owns 51% of a partnership which has 8,000
employees with service of 3 years or more. It would appear from
the definition of "control" that in order to qualify a plan for A and
B and their three employees, the 8,000 employees of the second
partnership must also be provided with a plan at least as good as
that provided for A and B.
The concept of extending coverage to all employees under the control of the owner-employee is a startling departure from the con45.

Supra note 43.
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ventional coverage rules, 4 6 and will, beyond doubt, make the law
unattractive to some self-employed individuals. Many self-employed
persons who would be classed as owner-employees under the act
now have retirement plans in existence for their present and retired actual employees. The plans were qualified under the preexisting rules. Such plans may continue unchanged so long as the
owner-employee does not wish to participate in them. The owneremployee is not forced to participate; he must consent to participate. 4 7 Rather than permit muddy hands to penetrate the clear
water of his present plan, an owner-employee may be tempted to
abandon the idea of a retirement fund for himself.
Plans in which owner-employees do not participate are not subject
to these strict coverage rules. The 10% or less partner can enter a
present plan or create a new plan without stirring up the new coverage problems, so long as the over-10% partner, if there be one in the
partnership, remains without the plan. Nevertheless, the plan must
meet the pre-existing coverage rules.
Ve8ting

Under the standard rules, there may be complete vesting, partial
vesting, or no vesting. 4 s If an owner-employee participates in a plan,
contributions for employees must be nonforfeitable at the time the
contributions are made under the plan. 4 9 This provision for full
vesting must be included as one of the terms of the plan. 5 0 Undoubtedly the ardor of some self-employed individuals will be cooled
when the importance of this requirement is realized. The reason for
vesting in this instance is that in reality the owner-employee always
has a vested interest in the contribution which he makes for his own
benefit. It was considered fair, therefore, that he provide similar
vested rights for his employees.5 1 The vesting requirement will not
apply if the result upon early termination of the plan is to provide
discriminatory benefits for certain highly paid employees or owner2

employees. 5

It has long been administrative practice on the part of the Treasury Department to require immediate vesting when a plan is terminated or when contributions are completely discontinued.5 3 The
new law, quite apart from its treatment of retirement plans of the
46.
47.
48.
49.
50.
51.
52.
53.

Supra note 8.
INT. REV. CODE of 1954, § 401(d) (4) (A).
Supra note 15.
INT. REV. CODE of 1954, § 401(d) (2) (A).
S. Rep. No. 992.
S. Rep. No. 992.
INT. REV. CODE of 1954, § 401(d) (2).
Rev. Rul. 61-157, Part 5(c) (2) & (3), 1961-2 Cur. Bull. 67, 88.

1963]

SELF-EMPLOYED RETIREMENT ACT

54
This proself-employed, makes this practice a part of the statute.
vision will not be applicable to owner-employee plans (because vesting is initially required), but it will be applicable to all other plans.
The partnership in which no partner has more than a 10%
interest is not required to vest, except upon termination or discontinuance of contributions and unless the lack of vesting results in
discrimination, as for example, where there is a high rate of turnover among general employees as compared to that of prohibited employees. There is a potential problem here, however, in that the
partner may want a vested right to the contribution made on his
behalf but he may have no particular interest in vesting for his actual
employees. A naked arrangement by which the partner's interest is
vested but providing for no vesting on the part of the other employees
undoubtedly will cause the plan to fall from the weight of discrimination. A partial solution to this problem may be found in the art
of vesting through length of service, but even this approach will
probably fail if, in reality, it results in the pyramiding of benefits for
the partner and other highly paid employees.

Discrimination
A qualified plan must not discriminate in favor of officers, stockholders, or supervisory or highly paid employees. There is no discrimination merely because contributions or benefits bear a uniform
relationship to the total compensation, or the basic or regular rate
of compensation of the employees. This rule continues except that
for purposes of applying the compensation test the total compensation of a self-employed person is his "earned income;" and his basic
or regular rate of compensation is that portion of his "earned income" which bears the same ratio to his total earned income as the
basic or regular rate of compensation of the real employees under the
plan bears to their total compensation. 5 5 Also a plan is not discriminatory merely because excessive contributions permitted for
the purchase of annuity, endowment, or life insurance contracts on
the life of an owner-employee exceed the maximum contribution of
56
$2,500 or 10% of earned income.
VOLUNTARY CONTRIBUTIONS
A plan which includes an owner-employee may contain a provision
57
which permits the participants to make voluntary contributions.
As under the pre-existing rules, voluntary contributions are not de54.
55.
56.
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ductible for tax purposes. They represent a cost contribution on the
part of the participant and are taken into account under the rules
governing the taxability of benefits.
The owner-employee may not assume a relatively better position,
insofar as nondeductible contributions are concerned, than that of
the other participants in the plan. If the owner-employee is permitted to make nondeductible contributions, the other participants
must also be permitted to do so. 58 The rate at which the owneremployee may make voluntary contributions may not be greater than
the rate at which other participants may make them. 5 9 For example,
if the plan provides that the owner-employee may make voluntary
contributions up to 7% of his earned income, the other participants
must be permitted to make voluntary contributions in an amount up
to 7% of his salary or wage. If the owner-employee has no employees, he cannot establish a plan which permits nondeductible volun6 0
tary contributions.
The amount of voluntary contribution is limited. The owneremployee cannot contribute more than 10% of his earned income or
$2,500, whichever is the lesser.61 Other participants are limited to
62
10% of their compensation.
In addition to a provision permitting voluntary contributions, the
plan may require that employees contribute an amount as a condition to coverage under the plan. This is a common condition in plans
established under the pre-existing rules. It appears that a compulsory
contribution on the part of the owner-employee is a non-deductible
contribution as that term is used above and must be included in the
10% of earned income-$2,500 limitation. A compulsory contribution by other participants under the plan must come within the 6%
limitation set forth in Revenue Ruling 61-157. A mandatory contribution clause in an owner-employee plan may be troublesome. For
example, an owner-employee has 20 employees and attempts to install a compulsory contributory pension plan under which he will be
covered. All of the employees have service in excess of three years.
One employee refuses to make the mandatory contributions. The plan,
apparently, will fail because: (1) each employee who participates
must comply with all provisions of the plan (but one refuses to do
so), and (2) all eligible employees must be covered (but one cannot
be covered because he fails to comply).
58.
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INTEGRATION
Integration is a process of building a private retirement plan upon
the foundation of the social security program so that the relative or
proportionate differences in benefits for various classes of employees
are offset by the social security benefits provided by the employees'
contributions. It is the process of adjusting a plan so that, when
supplemented by social security, it is not discriminatory in favor of
officers, stockholders, supervisory employees or highly paid employees. Various formulae for integration under the conventional
rules have been approved by the Treasury Department. 6 3 No attempt will be made in this short article to explore these complex
procedures. One importart point, however, is that the employer is
permitted in a non-HR 10 plan as an integration device to take into
account social security benefits which are not attributable to employee
social security taxes.
Plans covering owner-employees and their actual employees may
be integrated provided the contributions for the owner-employees do
not exceed one-third of the total contributions allowable under the
plan. 6 4 The owner-employee takes into consideration the self-employment tax paid on his account and the employer portion of the
social security tax paid on account of his employees. This is a less
advantageous method of integrating a retirement plan, that is, it does
not reduce the cost of the plan as much as the pre-existing rules
would reduce it.
If the owner-employee does not pay self-employment tax, he takes
into account the tax he would have paid had he paid.

TYPES OF QUALIFIED PLANS
A pension plan or a profit-sharing plan can be used to cover an owner-employee. A stock bonus plan cannot be used because it requires a
distribution of shares of capital stock of the employer, that is, it
demands a corporate employer.
It is anticipated that the Internal Revenue Service will prescribe
the form that the pension or profit-sharing plan will take. Undoubtedly the pre-existing principles will be closely followed, although
a combination pension-profit-sharing plan may be born. One departure will be made from the conventional profit-sharing rules.
Prior to the new statute, a definite and predetermined formula for
determining the profits to be shared was not required in the plan.
Under the new law, if a profit-sharing plan includes an owner-employee, the plan must contain a definite formula for determining the
63.
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amount of contributions to be made on behalf of all employees other
than owner-employees. 6 5 A definite formula is not appropriate as to
the owner-employee because of the special limitations on contributions and deductions which apply to him. The formula requirement
was placed in the law in order to avoid the abuse of making larger or
smaller contributions in years when surtax rates are lower or
66
higher.
TAXABILITY OF BENEFITS
The taxability rules for the owner-employees are largely mechanical
and stand apart from the pre-existing rules applicable to other employees. These mechanical rules will not be considered in this article.
In dealing with the owner-employee, however, the new law reaches
over and leaves several finger-prints on the manuscripts which contain the old procedures. These prints are accented by the following
light dusting:
1. An employee in a plan which covers any self-employed person
must start receiving distributions in the year he retires or the
67
year he reaches age 701/2, whichever is later.
2. Self-employed persons are denied the benefit of capital gains
treatment on total distributions within one taxable year, although a special averaging device is provided for them. 68
3. No employee can receive the benefit of the capital gains treatment on a total distribution insofar as the distribution includes
a special U. S. Government bond (which is discussed below).69
DEDUCTION FOR EMPLOYER'S CONTRIBUTION
The self-employed person can contribute as his own employer an
amount which is not in excess of 10% of his earned income or $2,500,
whichever is the lesser. 7 0 He can deduct no more than 50% of the
amount which he contributes as his own employer. 7 1 This low
limitation separates him from his actual employees, for whom he can
contribute the amount actually necessary to fund the benefits under
a pension plan or the amount called for under a profit-sharing plan,
and can deduct such amounts as are within the statutory limits. Because the self-employed person and the actual employees under the
65.
66.
67.
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69.
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same plan have two distinct limitations insofar as the employer's
deduction is concerned, the new law provides that two computations
are to be made. One for the self-employed person without regard to
the actual employees. Another for the actual employees after carv72
ing out of the plan the computation for the self-employed person.
Under this procedure, the pre-existing rules for actual employees are
not disturbed. The self-employed person is burdened by a number of
mechanical and special rules in this area.

METHODS OF FUNDING
Owner-employee retirement plans may be funded through conventional methods, that is, by the contributions to a trust or by purchase
of annuity contracts. The pre-existing rules of funding, however, are
modified to a considerable degree.
Trusteed plan
If a trust is used for an owner-employee plan and the funds of the
trust are invested in stocks, bonds, or any property other than annuity (including face-amount certificates) endowment or life insurance
contracts, the trustee must be a bank, trust company, or domestic
building and loan association as those terms are defined in section 581
of the Internal Revenue Code of 1954, or a corporation subject to the
supervision and examination of a State banking authority.7 3 The
trust instrument, nevertheless, can grant to a person other than the
trustee (the other person may be the owner-employee) the power to
control the investment of the trust funds. The power to control include the power to direct the investment of the trust funds or to disapprove investments proposed by the trustee. The power may apply
not only to the initial investment but also to reinvestments, disposals,
and exchanges.
Under the pre-existing rules, any person, natural or corporate,
could act as trustee so long as such trustee was capable of fulfilling
the fiduciary duties inherent in the position. Consequently, the employer acted as trustee in many instances. In recognition of the fact
that in some cases an owner-employee will enter a retirement plan
which was established under the conventional rules for actual employees, the new law provides that the bank-type trustee is not required for a trust which was created and determined to be exempt
prior to October 10, 1962, the date of enactment.
In the case where the trust invests solely in annuity, endowment
or life insurance contracts there is no requirement for a bank-type
trustee. An individual may serve in that capacity. Where the trustee
72.
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is not a bank or other specified financial institution, the insurance
company must supply annually certain information concerning the
trust transactions which affect the owner-employee covered under the
plan. The specific information to be supplied will be prescribed by
regulations by the Commissioner of Internal Revenue.
Annuity plan
A retirement plan may be funded by the direct purchase of annuity
contracts. The term "annuity" is extended by the new law 74 to
include a face-amount certificate as defined in section 2 (a) (15) of
the Investment Company Act of 1940. 7 5 A face-amount certificate is
an investment contract which may be purchased by a single-sum payment or by a series of payments over a period of time. The "pay-out"
at maturity is in the form of a lump-sum amount or in installments.
The securities are registered with the Securities and Exchange Commission. Thus, after October 10, 1962 any retirement plan, whether
trusteed or nontrusteed, whether or not covering an owner-employee
may invest in these face-amount certificates. Under the pre-existing
rules, only a trusteed plan was permitted to purchase face-amount
certificates. However, any annuity contract or face-amount certificate which is issued after December 31, 1962 must be nontransferable
unless the contract or certificate is owned by the trustee of a qualified
trust.
Bank custodial accounts
A new method of funding a retirement plan is provided by the statute. 7 6 It may be used by an employer, whether or not an owneremployee is included in the qualified plan.
A custodial account, in lieu of a trust, may be established with a
bank (or other institution mentioned above under Trusteed plan).
The custodian of the account will be treated as the trustee of the
account for all purposes relating to a qualified retirement plan; the
custodian, therefore, like the trustee may own transferable annuity
contracts and face-amount certificates.
The investments which may be made through a custodial account
are limited to two types:
Stock in a regulated investment company. 7 7 The
term "regulated investment company" means one which
falls within the meaning of section 851 (a) of the Internal
Revenue Code of 1954 (that is, one which is registered
1.
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under the Investment Company Act of 1940 either as a
management company or as a unit investment trust or which
is a common trust fund or similar fund excluded from the
definition of "investment company" and is not included in the
definition of "common trust fund" by section 584 (a) of the
Internal Revenue Act of 1954) and issues only redeemable
8
stock.7
2. Annuity, endowment, or life insurance contracts
7
issued by an insurance company. 9
If the cash is invested in "open end" mutual funds, the shareholder of record of any stock must be the custodian or its nominee.
If the investment is in contracts with an insurance company, the
contracts must be held by the custodian until they are distributed
under the plan.
It will be noted that while the statute provides for two types of
investments for the custodial plan, only one type may be chosen. The
investment must be solely in stock of a regulated investment company, or solely in contracts with an insurance company. The funds
of the custodial account cannot be invested partly in stock and partly
in contracts. It has to be one or the other.
In providing for this new form of funding, Congress felt that, despite its limitations on investments, it would be particularly beneficial
to small owner-employee-type plans because of lower maintenance
costs. In the case of a custodial account, the bank will not be required
to assume the duties and responsibilities of a trustee, but will merely
serve as custodian of contributions under the plan or of policies or
shares deposited with it.80
Bond purchase plan
A second new method of funding a qualified plan is provided to avoid
the expense of establishing a trust vehicle. A plan, whether or not it
includes an owner-employee, may permit the direct purchase of a
special issue of U. S. Government bonds. 8 1 The new bonds will be
issued in the name of the plan participant, will be non-transferable,
will pay interest or investment yield only upon redemption, will
cease to bear interest or investment yield five years after the death of
the owner, and can be redeemed only upon death of the owner or when
he reaches age 591/2 or becomes disabled, whichever event is earli78.
79.
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est.8 2 If all of the contribution under the retirement plan is invested
in the new government bond, no trust is required in order to qualify
the plan. If only a portion of the total contribution is invested in the
bond, and the remainder invested elsewhere, a trust will be required.
PROHIBITED TRANSACTIONS
Under the provisions of section 503, a prohibited transaction is one
which is carried out between the creator of a trust, directly or indirectly, and an exempt trust which is not at arm's-length. The following are presumed to be prohibited transactions when done by the
trust:
1. Lending money without adequate security and a
reasonable rate of interest.
2. Purchasing securities or other property for more
than adequate consideration.
3. Selling securities or other property for less than
adequate consideration.
4. Paying any compensation in excess of a reasonable
allowance for salaries or other compensation for personal
services actually rendered to it.
5. Making any part of its services available on a preferential basis.
6. Engaging in any transaction which results in a substantial diversion of its income or corpus.
The transactions set forth above will continue to apply to exempt
trusts which cover only actual employees or trusts which cover only
10% or less partners and actual employees. If, however, the trust is
a part of a plan which extends to owner-employees who are controlling owner-employees, the rules are modified and strengthened. 8 3 In
these situations, since the owner-employee is, in effect, dealing with
himself,8 4 the new law provides that he may not borrow from the
trust which he has established (regardless of the interest rate and
the security), he may not charge any fees for services rendered to
the trust (regardless of the nature of the service and the reasonableness of the fee), and he may not buy from or sell property to the
trust (regardless of the adequacy of the consideration involved).
The prohibition on these specific transactions extends to certain
family members and controlled corporations.
82.
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Under the pre-existing rules, whether or not a transaction is, in
reality, prohibited, is a question which must be determined from the
facts in the particular situation. Determination turns on the consideration of such terms as "adequate," "reasonable," "substantial,"
etc. To be classed as prohibited, it must be shown that the transaction gave to the creator of the trust a private advantage or benefit to the detriment of the employees or their beneficiaries for whose
benefit the trust was created. The modified rules applicable to controlling owner-employees remove all doubt. The stipulated transactions are prohibited per se. The reason given for inclusion of this
harsh rule was that Congress felt that it would be too difficult to
police the activities of the large number of small trusts that will
be established under this law. 8 5 This theory whispers of an erosion
of the self-assessment system which is an integral part of our federal
income tax law.
Pension trust funds have been a source of financing for employers
under the conventional rules, so long as care was used to maintain
an arm's-length position between the employer and the trust. It will
continue as a source provided a controlling owner-employee does not
consent to participate under the plan. At the point the consent is
made, the source will be eliminated. An escape route is available under
the new law for those trusts which entered into a transaction prior to
the time the owner-employee consented, which transaction was not
prohibited under the old rules but becomes prohibited when the con8
sent is made. The escape route is open for a limited period of time. 6
85.
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CONCLUSION
Readers of Greek mythology will remember the story of Pandora's
Box. Jupiter became angry when Prometheus stole fire from the
gods to give to man. A beautiful woman, Pandora, was sent to earth
by the gods to avenge the theft. She brought with her a box which
contained all the Evils. When the lid of the box was opened, the
Evils escaped and spread throughout the land. Nothing remained in
the box except Hope.
In its own way The Self-Employed Individuals Tax Retirement Act
of 1962 is like Pandora's Box. Many individuals who lift the lid will
find a partial answer to the problem of retirement planning for the
self-employed. Many others, realizing that for them the box contains
few benefits, will refrain from touching the lid, until interpretative
regulations are available. But others, not fully comprehending the
full consequences, will lift wide the lid and regret it. Let every man
who views the box be aware of its contents.
For every self-employed person, however, Hope remains. The new
law is a beginning. It is hoped by many that future legislation and
future action by the Treasury Department will further soften the
tax differential between the employee and the self-employed person in
the area of retirement planning.

